The aim of this study is to investigate whether the level of financial development can make a significant contribution to the Foreign Direct Investment's (FDI) positive impact on economic growth. In other words, to examine whether the contribution of FDI on growth is relatively more important in countries with well-developed financial markets compared to those with the less-developed ones. The time period of the empirical research spans from 1988-2009, using yearly macroeconomic data for a sample of 73 developing countries. Our empirical methodology consists of panel-growth regressions. Our results suggest that the FDI make substantial contribution to growth where financial systems function effectively, such as high-income countries, while the FDI impact is found to be insignificant in cases where relatively weaker financial systems exist.
Introduction
The last two decades have witnessed huge amounts of foreign direct investment (FDI) flows among the developed and developing world. The FDI has been seen as an opportunity for economic development and growth. The widespread belief was that FDI has numerous benefits for the domestic economy through technological diffusion, managerial skills, well-trained employees and so on. Therefore several countries adopted new policies to liberalize their capital accounts and made regulatory changes in order to create more favorable conditions for the FDI attraction. However, the different experiences of developing countries have presented mixed effects for the so-called positive contribution of FDI inflows on growth (see Borensztein et al., 1998; De Mello, 1999; Rodriguez-Clare et al., 2000; Reisen and Soto, 2001 among others) . Despite the fact that the theories emphasize the important role of the FDI in modernizing the national economy and enhancing the economic growth, the empirical evidence, both at firm and country level is contradictory. For example, when looked at the plant level data in Venezuela, Aitken and Harrison (1999) show that the net effect of FDI on productivity is quite small. Namely, FDI increases the productivity of the firms that receive FDI but lowers that in domestic firms. Results are similar for Morocco (Haddad and Harrison, 1993) . However, a positive effect of FDI spillovers has been found for Mexico (Blomström, and Persson, 1983) , Uruguay (Kokko, Tansini and Zejan, 1996) and Indonesia (Sjoholm, 1999) .
In the relevant literature, it has been emphasized that the spillovers effect can only be efficient under the certain characteristic of the environment in the host country. These conditions together determine the absorptive capacity of the technology spillovers of the host country. According to Hermes and Lensink (2003) the positive effect of FDI can only be created under the existence of sufficient absorptive capacity. The importance of the local conditions is stressed in Borensztein et al. (1998) . They suggest that FDI flows and human capital are complementary rather than substitute in the process of technological diffusion and therefore a certain level of human capital in the host country is necessary to take the advantages of FDI flows.
In a different strand of the economic growth literature the emphasis is given on the role of financial development (see Greenwood and Jovanovic, 1990; Levine and Renelt, 1992; King and Levine, 1993a; 1993b; Levine and Zervos, 1998; Rajan and Zingales, 1998; Levine et al., 2000 among others) . Some researchers argue that the efficiency of the technological diffusion is closely associated with the presence of a well-developed financial system in the host economy. This aspect is supported by Alfaro et al. (2004) . They first introduce the importance of the country's financial environment in the FDI-Growth literature. It is argued that the well-functioning financial environment will allow FDI to operate in a better way since there are low market distortions and therefore the free flow of knowledge among firms will be facilitated. This important characteristic of the host country's financial structure has not been investigated systematically in conjunction with the role of FDI and in a panel data framework of a large number of developing countries. Therefore the contribution of this study focuses on the development of domestic financial system as a precondition for the host country to take the advantage of FDI flows. We investigate whether the level of financial development can make a significant contribution to the FDI's positive impact on economic growth or in other words, whether the contribution of FDI to growth is higher in countries with well-developed financial markets compared to those with the less-develop ones.
The rest of this paper is structured as follows. Section 2 presents the data, section 3 the empirical methodology and section 4 presents the empirical results. Finally, section 5 summarizes and concludes.
The Data Set
Our sample consists of data for 73 developed and less developed countries for the period 1975-2009. The main source of our data sources is the World Bank's "World Development Indicators", which provided us significant amount of data related to countries' macroeconomic variables such as trade, inflation, external investments, GDP growth etc. For the financial indicators the sources used are the "World Bank Financial Structure Database" and the IMF's "International Financial Statistics".
In the finance-growth literature, creating indicators to measure cross-country data is a rather complex issue. The difficulty concerns the accuracy and comparability of the cross-sectional data of the economies. However, we use the indicators that introduced by Beck, Demirgüç -Kunt and Levine (2000) . They introduce a new database of financial development and structure across countries based on three categories. These are size, activity and efficiency of financial intermediaries and markets. We employ an array of variables related to financial development and growth. These indicators can be divided into two groups. Those associated to the stock market and those associated to the financial intermediaries. For the first set of indicators, six measurements are included:
Central Bank Assets to Total Financial Assets (CBATA) is an indicator that measures the entire financial capital of the economy as accounted for by the capital of the central bank.
Total Financial Assets are the whole assets of the Central Bank, banks' deposit money, and other financial assets.
Bank Deposits to GDP and Financial System Deposits to GDP (BDGDP and FDGDP respectively) are absolute size indicators that measure the value of the bank and whole financial system deposits with respect to the economy of the country.
To evaluate the absolute size of the economies we use the Liquid Liabilities (LLGDP) measure. This equals currency plus demand and interest-bearing liabilities of the banks and other financial intermediaries divided by GDP. This measure is proposed by King and Levine (1993b) . The idea behind this variable is that the size of the financial sector is positively correlated with the provision of financial services. We use this variable due to the fact that it is the broadest used measure of financial depth, as Beck, Demirgüç-Kunt and Levine (2000) argued.
The aforementioned measures do not distinguish whether the claims of the financial intermediaries are in the public or the private sector. Therefore, Beck, Demirgüç -Kunt and Levine (2000) construct the measure of activity of intermediaries', which focus solely on the claims on the private sector. These include the Private Credit by the Deposit Money Banks to GDP (PCRDBGDP) and Private Credit by the Deposit Money Banks and Other Financial Institutions to GDP (PCRDBOFGDP). Beck, Demirgüç -Kunt and Levine (2000) state that both measures exclude credit issued to the private sector as opposed to credit issued to governments and public enterprises and focus on credit issued by intermediaries rather than the central bank.
In the second category of measures, we include stock market variables as indicators of the size, activity and efficiency of the stock markets and we use three stock market related variables:
Stock Market Capitalization Ratio to GDP (STMKTCAP), which equals the value listed shares divided by GDP. It is used by Levine and Zervos (1998) , and later Beck, Demirgüç-Kunt and Levine (2000) and Alfaro et al. (2004) . Many researchers used STMKTCAP as an indicator of market development.
Stock Market Total Value Traded to GDP (STVALTRADED) is an indicator that measures the activity or liquidity of stock markets. As defined by Beck, Demirgüç -Kunt and Levine (2000) it is total shares traded on the stock market exchange divided by GDP.
Stock Market Turnover Ratio (STTURNOVER) is used as an indicator of stock market efficiency. It is defined as the ratio of the value of total shares traded over market capitalization. It measures the activity and liquidity of the stock market relative to its size. According to Beck, Demirgüç -Kunt and Levine (2000) emphasizing the view that a small but active stock market will have high turnover ratio compared to a large, less liquid stock market will have lower turnover ratio.
FDI, is measured as the net inflows to the economy over GDP, which equals the sum of equity capital, reinvestment of earnings, other long-term capital, and short-term capital as shown in the balance of payments in the World Development Indicators database.
Finally, we used a set of control variables, such as: inflation (INF) to be used as a proxy of macroeconomic stability, and the trade ratio (TRD) which equals the sum of exports plus imports to total output in order to measure the openness in international trade
Methodology
To test the hypothesis that FDI has a positive effect on economic growth and also that financial development makes significant contributions to this process, we use a dynamic panel-data methodology to estimate cross-country growth regressions. Firstly, we construct a model to look at the direct effect of FDI on growth and estimate the following equation by OLS:
where GDPPCGR it (the dependent variable) is per capita GDP growth rate, in country i and time period t, a 1i is a country-specific effect, FDI it is the foreign direct investment to GDP ratio for each country i, and CONTROLS it is a set of control variables, such as the trade volume and the inflation rate. Our sample consists of countries in different levels of development. Therefore, in order to have homogeneous data, after estimating the regression for all countries, we split the initial group into three different sub-groups: high-income, middle-income and low-income countries.
Similarly, in order to test the direct effect of the financial market size, activity and efficiency, we run the following regression, initially, for all countries and then for the three sub-groups.
where FINANCE it is the set of the various financial development proxy indices described above.
Finally, in order to investigate the role of FDI on growth through the financial markets development effect, we insert as an additional regressor an interactive term (see Hermes and Lensink, 2003) . Thus, we use the following equation model:
where the variables are defined similarly to equations (1) and (2) above.
Empirical Results
To estimate the direct effect of FDI on economic growth, we run the basic regression model (1). First, we estimate the model for the whole sample (all countries) and then we split it in three sub-groups (high-income, middle-income and low-income countries). The results are presented in Table 1 , and FDI has, as expected, a positive significant effect, but not too strong (it is near zero) on economic growth for all groups, with the exception of the low-income group. Regarding the control variables, INF has statistically significant and negative impact on the rate of growth almost in all groups, except the high-income group. That is consistent with the Boyd et al. (2001) and Alfaro et al. (2002) findings. It seems that high inflation slows down the financial deepening and then through its channels the adverse effect spreads on to economic growth. Finally, the trade ratio, TRD has a strong positive relationship on growth for all groups except the high-income countries (which was as expected) but the coefficients are substantially close to zero again. So, we do not have too much to claim from this regression model. Then, we run regression model (2) in order to investigate the pure influence of the financial development proxies over the economic growth. Table 2a , shows the results for the first case where we use the whole sample of 73 countries. For each case the FINANCE variable proxy used is denoted at the top of each regression model reported in the Table. The results appear to be mixed. First, we obtain significant results only for PRCDBGDP, PCRDBOFGDP and STMKTCAP. For the first two cases, the variables that found to be significant measure the activity and liquidity of financial intermediaries. The effect of these two variables is found to be significant and negative suggesting that they hinder growth. On the other hand the STMKTCAP was found to be significant and positive, thus promoting growth. For all other proxy measures we do not even have statistically significant coefficients, while in most cases the effect is negative. Therefore, contrary to other studies, the direct effect of financial market variables for the sample chosen seems to be ambiguous. Finally, the INF variable has a negative and significant correlation with growth (the coefficients are again very small), and the TRD variable has a positive but very low effect on growth.
Then we estimate the same model (the effect of financial market variables on growth) using data only for the first sub-group, i.e. the high-income countries. The results are similar and somehow strengthen those obtained in Table 2a . The financial variables PCRDBGDP, PCRDBOFGDP, STMKTCAP, STTURNOVER, CBATA and BDGDP are statistically significant. When looking at the coefficients, most of them are still negative and near to zero, with the exception of STMKTCAP which seems to have a strong positive effect on growth. Thus, our results suggest that it is the stock markets that affect growth and not financial intermediation in general. The INF variable is entering the model with statistically insignificant coefficients and the TRADE coefficients are positive and significant for most cases, as expected.
The regression results for the middle-income countries are presented in Table 2c . These are quite different than those of obtained for the high-income countries. The financial market variables that have statistically significant coefficients are now STMKTCAP and STTURNOVER. Both of those stock market development proxies seem to have a strong positive influence on growth. All other financial proxies are insignificant (and most of them are negative). The TRD and INF coefficient estimates become more consistent with the literature and support the idea that there is negative correlation between the inflation and growth and a positive correlation between the TRD and growth.
Finally, Table 2d reports the regressions results for the low-income group. This group mostly consists of sub-Saharan African countries such as Ghana, Senegal, Togo and so forth. The major characteristic of these countries is the insufficient level of domestic financial system and consequently it is likely that FDI has no positive effect on their economic growth. However, the pure effect of the level of development of the domestic financial system on growth is ambiguous. The results shows that none of the financial development proxy variables are significant, which is expected since the stock market proxies that were significant before, was probably due to the fact that the stock markets were indeed developed in the groups of countries examined before, something that can't be true in this case. Finally, INF has a negative significant effect on growth almost for all variables however the coefficients are rather small and close to zero. Through the above regressions, we evaluated the direct impact of financial market variables on economic growth regardless of FDI. Now, we turn to examine through the estimation of regression model (3) the interaction between the financial development proxy variables and FDI and its effect on economic growth. First, we use the whole sample of 73 countries. The results are reported in Table 3a . Looking at the results we observe that the interaction FINANCE*FDI term is statistically significant for of all financial development proxies except CBATA. All variables, both intermediaries and stock market variables have positive effect on growth. However, the coefficients are fairly small to account for substantial effect on economic growth as was anticipated. Also, as it was expected from the theory, INF and TRD have in most cases significant negative and positive coefficients respectively. These results provide strong evidence in favor of the idea that neither FDI nor financial development itself is enough to promote growth and the co-existence of the two is what is necessary.
The financial market variables change with each column. LLDGP (Liquid Liabilities), PCRDBGDP (Private Credit by the Deposit Money Banks to GDP), STMKTCAP (Stock Market Capitalization Ratio to GDP), STVALTRADED (Stock Market Total Value Traded to GDP), STTURNOVER (Stock Market Turnover Ratio), PCRDBOFGDP (Private Credit by Deposit Money Banks and Other Financial Institutions to GDP), CBATA (Central Bank Assets to Total Financial Assets), BDGDP (Bank Deposits to GDP), FDGDP (Financial System Deposits to GDP
Next, we re-estimated model (3) for the three different sub-groups in order to examine similarities and differences among the different sub-groups. The results for the high-income group are presented in Table 3b . These results are not at all different from those of the previous Table in terms of our primary indicator: the interaction term FINANCE*FDI. Both the financial intermediary proxy variables and the stock market proxy variables are highly significant (except again CBATA). It is important to mention that while the direct FDI effect was positive but small and the direct financial development effect negative and insignificant, the combined effect seems to be very strong and positive. Therefore, we conclude that the FDI and the level of financial development, jointly, have a positive effect on growth for the high-income group (including countries such as Cyprus, Israel, Malta, Singapore etc.). These findings are consistent with the earlier studies and confirm partially the hypothesis that a certain level of financial development is an important prerequisite for FDI to have a positive effect on growth (as emphasized by Hermes and Lensink, 2003) .
The regressions results for the middle-income countries (Latin American countries as Brazil, Argentina, Paraguay and so on) are reported in Table 3c . Here we see that the interaction term is always positive but never significant (with the exception of STMKTCAP). Therefore, the consequence of FDI channeling through financial development is an ambiguous matter for the middle-income countries. The positive and significant coefficient of the stock market capitalization variable probably suggests that the most likely FDI to growth effect comes through the development of the stock markets. This result can be interpreted as evidence for the policy makers to focus on the stock market development in order to be able to attract more FDI and hence higher growth rates in the economy.
Finally, regarding the low-income group (among them Togo, Sudan, Pakistan etc.) the results are presented in Table 3d . Not surprisingly, the interaction variable term is found to be statistically insignificant. So our findings might support the view that insufficient level of financial market development can reduce the absorptive capability of the host country. 
Summary and Concluding Remarks
The contribution of this study is to shed more light on the issue of FDI and financial development interaction and its possible effect on the economic growth of the host country. The idea, simply is that the more developed the financial system is, the more absorptive capacity the country has for FDI and therefore the economic growth is affected positive and substantially. The study investigated empirically the role the local financial markets in enhancing the positive relationship between FDI and economic growth.
When we looked at the direct effect of the FDI, we found that it is significant for the high and middle-income countries rather than for the low-income countries. On the other hand, inconsistent with the literature, the direct effect of the financial market development was negatively correlated with the growth rate, even for high-income countries, which might indicate that financial markets are insufficient to make substantial contribution to the economic growth of the countries under our empirical examination regardless of the FDI inflows.
However, when we examined the combined FDI and financial development effect through an interaction term, the results suggested that it is important for the growth of the economies under examination. More specifically, we found a significant and positive effect on growth for the high-income group and for all financial development proxies. For the middle-income group only the stock market development proxies have a positive and significant effect, while with regards to the low-income group, we found no significant results at all.
Thus, the results confirm that there is a positive and statistically significant relationship between FDI, financial development and economic growth and that this link is obvious for especially high-income countries, which have a well-established financial system, while the relationship is weaker for the low-income countries, which have a less-functioning financial system. Beck, T., Demirgüç -Kunt, A., & Levine, R. (2000) . 
